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Summary 

Congress plays a major role in U.S. trade policy through its legislative and oversight authority. 
There are a number of major trade issues that are currently the focus of Congress. For example, 
bills were introduced in the 1 13 th Congress to reauthorize Trade Promotion Authority (TPA), the 
U.S. Generalized System of Preferences (GSP), and the U.S. Export-Import Bank, and legislative 
action on these issues could be forthcoming in the 1 14 th Congress. Additionally, Congress has 
been involved with proposed free trade agreements (FTAs), including the Trans-Pacific 
Partnership (TPP) involving the United States and 1 1 other countries and the Transatlantic Trade 
and Investment Partnership (TTIP) between the United States and the European Union (EU). Also 
of interest to Congress are current plurilateral negotiations for a Trade in Services Agreement 
(TISA) and an updated multilateral Information Technology (ITA) agreement in the World Trade 
Organization (WTO). Trade and investment policies of major U.S. trading partners (such as 
China), especially when they are deemed harmful to U.S. economic interests, are also of 
continued concern to Congress. Recent improved U.S. relations with Cuba have resulted in the 
introduction of several bills to boost bilateral commercial ties. The costs and benefits of trade to 
the U.S. economy, firms, workers, and constituents, and the future direction of U.S. trade policy, 
are the subject of ongoing debates in Congress. 

This report provides information and context for these and many other trade topics. It is intended 
to assist Members and staff who may be new to trade issues. The report is divided into four 
sections in a question-and-answer format: trade concepts; U.S. trade performance; formulation of 
U.S. trade policy; and trade and investment issues. Additional suggested readings are provided in 
an appendix. 

The first section, “Trade Concepts” deals with why countries trade, the consequences of trade 
expansion, and the relationship between globalization and trade. Key questions address the 
benefits of specialization in production and trade, efforts by governments to influence a country’s 
comparative advantage, how trade expansion can be costly and disruptive to workers in some 
industries, and some unique characteristics of trade between developed countries. 

The second section, “U.S. Trade Performance,” lists data on U.S. trade flows and focuses on the 
U.S. trade deficit, including its implications for the U.S. economy. Questions address the causes 
of trade deficits, the role of foreign trade barriers, and how the trade deficit might be reduced. 

The third section, “Formulation of U.S. Trade Policy,” deals with the roles played by the 
executive branch, Congress, the private sector, and the judiciary in the formulation of U.S. trade 
policy. Information on how trade policy functions are organized in Congress and the executive 
branch, as well as the respective roles of individual Members and the President, is provided. The 
roles of the private sector and the judiciary are also discussed. 

The fourth section, “U.S. Trade and Investment Policy Issues,” lists questions related to trade 
negotiations and agreements and to imports, exports, and investments. The justification, types, 
and consequences of trade liberalization agreements, along with the role of the WTO, are treated 
in this section. The costs and benefits of imports, exports, and investments are also discussed, 
including how the government deals with disruption and injury to workers and companies caused 
by imports and its efforts to both restrict and promote exports. The motivations and consequences 
of foreign direct investment flows are also discussed. 
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Trade Concepts 1 

The Basics of Trade 

1. Why do countries trade? 

Economic theory states that trade occurs because it is mutually enriching. It is asserted that it has 
a positive economic effect like that caused by technological change, whereby economic efficiency 
is increased, allowing greater output from the same amount of scarce productive resources. By 
allowing each participant to specialize in producing what it is relatively more efficient at and 
trading for what it is relatively less efficient at, trade (according to economic theory) can increase 
economic well-being above what would be possible without trade. The benefit of trade is attached 
to the product received (the import), not in the product given (the export). Hence, countries export 
in order to pay for imports. 2 There is a broad consensus among economists that trade expansion 
has a favorable effect on overall economic well-being, but the gains will not necessarily be 
distributed equitably. Although most economists hold that the benefits to the overall economy 
exceed the costs incurred by workers who lose their jobs to increased trade, others argue that the 
benefits are often overestimated and the costs are often underestimated. 

Some goods that are imported into the United States, such as bananas, cannot be produced 
economically in sufficient quantities to satisfy domestic demand. Many other products (including 
intermediate goods) and services are imported because they can be produced less expensively or 
more efficiently by firms in other countries. Many imports into the United States contain U.S.- 
made components (such as semiconductors inside a computer) or U.S. -grown raw materials (such 
as cotton used to make t-shirts). Consumers can benefit through access to a wider variety of 
goods at lower costs. This raises consumer welfare (i.e., consumers have more money to spend on 
other goods and services) and helps control the rate of U.S. inflation. Producers can benefit 
through access to lower priced components or inputs that can be utilized in the production 
process. Longer term, import competition can also pressure companies to reduce costs through 
innovation, research, and development, leading to growth in economic output and productivity. 

2. What is comparative advantage? 

The idea of comparative advantage was developed by David Ricardo early in the 1 9 th century and 
its insight remains relevant today. Ricardo argued that specialization and trade are mutually 
beneficial even if a country finds that it is more efficient at producing everything than its trading 
partners. If one country produces a given good at a lower resource cost than another country, it 
has an absolute advantage in its production. (The other country has an absolute disadvantage in 
its production.) If all productive resources were highly mobile between countries, absolute 
advantage would be the criterion governing what a country produces and the pattern of any trade 
between countries. But Ricardo demonstrated that because resources, particularly labor and the 
skills and knowledge it embodies, are highly immobile, a comparison of a good’s absolute cost of 
production in each country is not relevant for determining whether specialization and trade should 
occur. Rather, the critical comparison within each country is the opportunity cost of producing 
any good — how much output of good Y must be forgone to produce one more unit of good X. If 



1 This section was originally prepared by Craig K. Elwell, Specialist in Macroeconomics, Government and Finance 
Division, CRS. 

2 Although exports support jobs and economic activity, the end purpose of exporting is to obtain imports of goods and 
services and hence boost consumer welfare. 
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the opportunity costs of producing X and Y are different in each economy, then each country has 
a comparative advantage in the production of one of the goods. In this circumstance, Ricardo 
predicts that each country can realize gains from trade by specializing in producing what it does 
relatively well and in which it has a comparative advantage and trading for what it does relatively 
less well and in which it has a comparative disadvantage. 

3. What determines comparative advantage? 

Most often, differences in comparative advantage between countries occur because of differences 
in the relative abundance of the factors of production: land, labor, physical capital (plant and 
equipment), human capital (skills and knowledge including entrepreneurial talent), and 
technology. Standard economic theory predicts that comparative advantage will be in activities 
that make intensive use of the country’s relatively abundant factor(s) of production. For example, 
the United States has a relative abundance of high-skilled labor and a relative scarcity of low- 
skilled labor. Therefore, the United States’ comparative advantage will be in goods produced 
using high-skilled labor intensively such as aircraft, and comparative disadvantage will be in 
goods produced using low-skilled labor intensively such as apparel. In addition to differences in 
factor endowments, differences in productive technology among countries create differences in 
relative efficiency and may be a basis for comparative advantage. Nevertheless, some high skilled 
services jobs, such as computer programming and graphic design, can today be easily done in a 
country such as India because of the revolution in telecommunications. 

4. Can governments shape or distort comparative advantage? 

Government actions to influence comparative advantage can be grouped in two broad categories: 
policies that indirectly nurture comparative advantage, most often by compensating for some 
form of market failure, but not targeted at any specific industry or activity; and policies that aim 
to directly create and nurture comparative advantage in particular industries. Indirect influence on 
comparative advantage can emanate from government policies that eliminate corruption, enforce 
property rights, remove unnecessary impediments to domestic market transactions, liberalize 
trade and foreign investment barriers, assure macroeconomic stability, build transport and 
communication infrastructure, support mass education, and assist technological advance. Policies 
that try to exert a direct influence on comparative advantage may include policies to promote and 
protect certain industries (such as through subsidies or trade protection) that are thought to have 
significant economic potential. In this view, realizing that potential requires initial government 
support to help a country obtain its economic targets . 3 Some economists contend that direct 
government policies may often distort a country’s trade and investment flows, reduce economic 
efficiency, undermine more economically competitive industries that do not receive government 
help, and diminish potential economic growth. 

5. What is the terms of trade ? 

A nation’s terms of trade — the ratio of an index of export prices to an index of import prices — is a 
measure of the export cost of acquiring desired imports. Increases and decreases in its terms of 
trade indicate whether a nation’s gains from trade are rising or falling. A sustained improvement 
in the terms of trade expands what a nation’s income will buy on the world market and can make 
a significant contribution to the long-term growth of its economic welfare. When that occurs, a 



3 This is based on the belief that only the government can marshal the large level of financial resources needed to 
promote the development of targeted industries and that once a certain level of development is obtained, the 
government role in the economy can be reduced and the role of the private markets will expand. 
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nation’s economy as a whole is often said to have become more globally competitive. 4 Similarly, 
a falling terms of trade raises the export cost of acquiring imports, which reduces real income and 
the domestic living standard. Although trade is considered a process of mutual benefit, each 
trading partner’s share of those benefits can change over time, and movement of the terms of 
trade is an indicator of that changing share. 

Trade and Jobs 

6. What are the costs of trade expansion? 

Like technological change and other market forces, international trade creates wealth by inducing 
a reallocation of the economy’s scarce resources (capital and labor) into relatively more efficient 
industries that have a comparative advantage and away from less efficient activities that have a 
comparative disadvantage. This reallocation of economic resources is often characterized as a 
process of “creative destruction,” generating a net economic gain to the overall economy, but also 
being disruptive and costly to workers in adversely affected industries that compete with imports. 
Many of these displaced workers bear significant adjustment costs and may find work only at a 
lower wage. Although economic analysis almost always indicates that the economy-wide gains 
from trade exceed the costs, the perennially tough policy issue is how or whether to secure those 
gains for the wider community while dealing equitably with those who are hurt by the process. 
Economists generally argue that facilitating the adjustment and compensating for the losses of 
those harmed by market forces, including trade, is economically less costly than policies to 
protect workers and industries from the negative impacts of trade. While it is debatable how well 
existing worker assistance policies have worked, funding is also a long-standing issue. A 2008 
study by the Peterson Institute for International Economics, for example, estimated the lifetime 
costs of worker displacement that were triggered by expanded trade in 2003 to be as high as $54 
billion, but calculated that the United States spent less than $2 billion that year to address the 
costs for workers connected to that displacement. 5 

7. Does trade “destroy” jobs? 

Trade “creates” and “destroys” jobs in the economy just as other market forces do. Economy- 
wide, trade creates jobs in industries that have a growing comparative advantage and destroys 
jobs in industries that have a growing comparative disadvantage. In the process, the economy’s 
composition of employment changes, but there may not be a net loss of jobs due to trade. 
Consider that over the course of the rapid economic expansion that occurred from 1992 to 2000, 
U.S. imports increased nearly 240%, but total employment grew by 22 million jobs and the 
unemployment rate fell from 7.5% to 4.0% (the lowest unemployment rate in more than 30 
years). From 2001 to 2007 (before the global financial crisis), U.S. employment grew by 7.1 
million jobs, the unemployment rate dropped from 4.7% to 4.6%, while U.S. imports over the 
period increased by 70.8%. From 2007 to 2010, the U.S. unemployment rate rose to 9.6%, 
employment fell by 7 million, but U.S. imports declined by 2.0%. In times of economic hardship, 
when unemployment is high, governments will sometimes try to stimulate some domestic 
industries by protecting them from foreign competition. Elowever, such measures are unlikely to 
increase total employment and could be costly. 6 The near-term cost can be an exacerbation of 



4 It is important to note that economic competition does not occur between nations, but rather, between the industries of 
those nations. 

5 Peterson Institute for International Economics, Answering the Critics: Summary, by Gary C. Hufbauer, January 2008, 
available at http://www.iie. com/publications/papers/print.cfm?ResearchId=948&doc=pub. 

6 For example, protectionist measures placed on foreign steel imports (such as quotas and higher tariffs) might provide 
(continued...) 
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weakness in the economy as foreign governments may retaliate with their own protective 
measures, causing a decline in exports. In the long run, trade protection may tend to reallocate 
employment from unprotected domestic industries toward protected domestic industries, but not 
increase total employment. More than just a transfer of well-being between sectors occurs, 
however, as there will be a permanent cost to the whole economy arising from the less efficient 
allocation of these resources. 

8. Does trade reduce the wages of U.S. workers? 

International trade can have strong effects, good and bad, on the wages of American workers. 
Concurrent with the large expansion of trade over the past 25 years, real wages (i.e., inflation 
adjusted wages) of American workers grew more slowly than in the earlier post-war period, and 
inequality of wages between the skilled and less skilled worker rose sharply. Trade based on 
comparative advantage tends to increase the return to the abundant factors of production — capital 
and high-skilled workers in the United States — and decrease the return to the less-abundant 
factor — low-skilled labor in the United States. 7 Therefore, it is reasonable to expect that, other 
factors constant, a large increase in imports, particularly from economies with vast supplies of 
low-skilled labor (such as China), could negatively affect the wages of low-skilled U.S. workers 
in import-sensitive industries. U.S. low-skilled workers have increasingly faced competitive from 
lower-cost producers, largely in developing countries. In many instances, economic globalization 
(discussed below) has led U.S. multinational firms to source a significant share of their labor- 
intensive production to lower- wage countries, which, to some extent, has put downward pressure 
on the wages of U.S. workers in some import-sensitive industries. On the other hand, U.S. 
workers in export-oriented industries on average are estimated to earn more than workers in non- 
exporting industries. 8 Overall, the evidence on whether or not trade has contributed to growing 
income inequality in the United States is mixed and inconclusive. 9 This is due in part because a 
number of other factors, such as advancing technology (where the jobs that are generated may 
require more advanced skills and higher education than was required in the past), may have had a 
significantly larger impact on relative wages than foreign trade. For this reason, many economists 
contend that the United States shoidd implement policies that seek to enhance U.S. education and 
skill levels to better enable U.S. workers to respond more effectively to the rapidly changing 
nature of the global economy as well as technological advancements. 10 



(...continued) 

short-term relief for steel firms and workers. However, such policies could boost overall prices for steel, which would 
drive up cost for steel-users (such as auto producers) and subsequently reduce production levels and employment in 
those industries. In addition, costs for consumers would rise, reducing their demand for goods and services. 

7 In 2010, for example, the percent of the U.S. population that had completed some form of tertiary education (e.g., 
college) was 26.8% compared to 2.7% of the Chinese population. See Barro-Lee Educational Attainment Dataset, at 
http://www.barrolee.com. 

8 See the Brookings Institution, Export Nation: How U.S. Metros Lead National Export Growth and Boost 
Competitiveness, by Emilia Istrate, Jonathan Rothwell, and Bruce Katz, July 2010, available at 
http://www.brookings.edu/research/reports/2010/07/26-exports-istrate-rothwell-katz. 

9 For a survey on the economic literature on this issue, see the World Bank and the International Labor Organization, 
Making Globalization Socially Sustainable , September 2011, pp. 232-259; and the OECD, Divided We Stand: Why 
Inequality Keeps Rising, Organization for Economic Cooperation and Development , 2011. pp, 21-45. The OECD study 
concluded that “neither rising trade integration nor financial openness had a significant impact on either wage 
inequality or employment trends within the OECD countries.” 

10 A study by the Organization for Economic Cooperation and Development (OECD) estimated that a person with a 
tertiary education can expect to earn over 79% more than a person with only an upper secondary education. A person 
who has failed to obtain an upper secondary education in the United States can expect to earn only 64% of a high 
school graduate’s earnings. See OECD Economic Indicators, Education at a Glance 2011, Country Note — United 
(continued...) 
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